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	DEFLATION WATCH

By Michael T. Darda 


	Even with gold rising by 7.5% in the wake of the terrorist attack, U.S. monetary policy remains overtly deflationary. The much-ballyhooed Fed liquidity injections the week after the attack largely have been extinguished and other commodity prices remain at historic lows. Gold would need to rise by another 15-20% in order to reverse the deflationary process. 

Since early 1997, the dollar has risen 26% against gold, 28% against the JOC Commodity Index and 26% against foreign exchange. The DJI livestock index is down 32% since the deflation began, while the DJI soft commodities index has taken a 58% nosedive. For the same period, MZM velocity has crashed by 23% and M2 velocity has declined by 15%. (3Q nominal GDP and the corresponding velocities are based on Polyconomics estimates.)
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Those commentators who believe fast money growth is tantamount to monetary ease are not paying attention to velocity, which is crashing. When the demand for liquidity outpaces the supply, economic actors liquidate assets to get cash, and velocity falls. 



If gold had been sending false signals these past years, it is extremely unlikely that they would be sent in just one currency: the dollar. As the chart shows, the Fed’s dollar index has leapt by 26% since the deflationary process began.
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Conclusion: U.S. monetary policy remains deflationary, which will continue to dampen nominal GDP growth moving forward. The argument that central bank sales have artificially depressed and therefore distorted the gold signal is refuted by the behavior of basic commodity prices, foreign exchange, and velocity data -- all of which have corroborated the deflationary signal sent by gold. Unless we see a change at the Fed, or a renewed push for basic monetary reform, deflation will continue to be the chief threat to economic recovery. 





